International 
Marketing Information 
Series 


| 


oul 


Foreign Economic Trends 
and Their Implications 
for the United States 


AUGUST 1988 
PEOPLE'S REPUBLIC OF CHINA 


FET 88-84 
Frequency: Annual 
Supersedes: 86-88 


PREPARED BY 
THE AMERICAN EMBASSY BEIJING 


}o 


States OF 


U.S. DEPARTMENT OF COMMERCE 
international Trade Administration 
Washington, D.C. 20230 


Available by subscription from the Superintendent of Documents, GPO, Washington, D.C. 20402. Annual subscrip- 


tion, $55.00. Foreign mailing $13.75 additional. Single copies, $1.00, available from Publications Sales Branch, 
Room 1617, U.S. Department of Commerce, Washington, D.C. 20230. 





PEOPLE'S REPUBLIC OF CHINA: KEY ECONOMIC INDICATORS 


1986 1987 
Domestic Economy 1/ 

Population (millions) 1,065 1,080 
Natural Rate of Population Growth (%) 1.4 1.4 
Official Unemployment (avg. % for year) 2/ 2.0 2.0 
GNP (billion yuan) - 938 1,092 
Real GNP Growth (%) 7.8 9.4 

GNP Per Capita (yuan) 881 1011 
Real Per Capita GNP Growth (%) 6.3 7.9 
National Income (billion yuan) 779 915 
Real National Income Growth (%) 7.4 9.3 
Gross Value Indus. Output (billion yuan) 3/ 1119 1378 
Real Growth GVIO (%) 11.4 16.5 
Industrial Productivity Growth (%) 4.0 7.6 
Gross Value Agric. Output (billion yuan) 3/ 401 445 
Real Growth GVAO (%) 3.4 4.7 
Retail Sales (billion yuan) 495 582 
Real Growth Retail Sales (%) 8.5 9.6 
Total Fixed Asset Investment (billion yuan) 302 352 
Real Growth Fixed Asset Investment (%) 12.9 9.2 


Domestic Finance 


General Retail Price Index (CPI) (% change) 

Market Price Index (% change) 

Domestic M-2 Money Supply (billion yuan) 
M-2 Growth Over Prior Year-End (%) 

Govt. Budget Surplus/Deficit as % of GNP 


Balance of Payments ($ billion ) 
PRC Exports (FOB) 


PRC Imports (CIF) 
Trade Balance 
Current Account Balance 
Foreign Direct Investment (paid in) 
Foreign debt, year end (estimated) 
Debt Service Paid (estimated) 

Debt Service Ratio (% of exports) 
Foreign Exchange Reserves (year-end) 
Average Exchange Rate for Year (yuan/$) 4/ 
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U.S.-China Trade and Investment ($ million) 5/ 
U.S. Exports to China (PAS) 3,497 
U.S. Imports from China (CIF) 6,911 
U.S.-China Trade Balance -3,413 
U.S. Share of Chinese Exports (%) 16.3 
U.S. Share of Chinese Imports (%) 8.8 
U.S. Investment (Cumulative, Approved) 2,700 3,040 
U.S. ‘Share of Total Foreign Investment (%) 14.1 13.8 


1988 
Projection 
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Sources: State Statistical Bureau (SSB) Yearbook and Annual Statistical 
Communiques on Economic Performance, People's Bank of China Banking Data, 
Ministry of Finance Budget Reports, USG trade data, and Embassy estimates. 


Notes: 


All yuan are current yuan. Growth rates are adjusted for inflation. 
1987 is Embassy estimate. Official figure is not yet available. 

In accordance with the material product system (MPS) of national income 
accounting, GVIO and GVAO figures are calculated on a gross rather than 
a net basis. They are not directly comparable with GNP and national 


income figures which are calculated on a value added basis, 


Figures do not reflect the price of foreign exchange sold at domestic 
adjustment centers (swap markets), which currently is about 6.00 yuan/$. 
Except for projections, investment data are based on official Chinese 


sources. 


U.S.-China bilateral trade is based on U.S. Government data. 





SUMMARY 


China's economy in 1987 was characterized by rapid growth of 
GNP and national income, high industrial output growth, 
improving industrial productivity, strong exports, and 
moderating domestic consumption and investment demand. 

Positive developments in China's current account and some 
success in restraining state sector investment slowed growth in 
foreign borrowing and allowed a substantial increase in foreign 
exchange reserves. Agriculture turned in a stronger than 
expected performance, although grain output was again below the 
record levels of 1984, and shortages of pork, eggs, sugar, and 
vegetables surfaced in the major cities. In the industrial 
sector, the energy, transportation, and raw materials sectors 
were once again major bottlenecks. Despite strong real 
economic gains, stimulative monetary and fiscal policies and 
Surging export demand caused inflation to hit levels not seen 
since 1984-85. Real incomes fell for a small but growing group 
of urban residents whose incomes failed to keep pace with the 
increase in prices. To control inflation, bank credit was 
tightened somewhat in the fourth quarter of 1987, but lending 
to finance China's budget deficit apparently increased and 
individual savings continued to grow rapidly. Industrial 
growth and inflation both accelerated in the first quarter of 


1988 raising the prospect of more macroeconomic imbalances this 
year. 


Throughout most of 1987, due to concerns over rapidly 
accelerating inflation, the pursuit of macroeconomic stability 
took priority over major new reform initiatives. 
Market-oriented price reform was sidetracked, and there was 
even some backsliding with the re-imposition of price controls 
and rationing in major cities. Emphasis was placed on 
implementing microeconomic reforms to spur state-sector 
enterprise productivity and profitability--principally the 
contract management responsibility system. However, in the 
wake of the October 1987 Thirteenth National Congress of the 
Communist Party, the momentum of reform began to pick up. By 
early 1988, rationing had been lifted in several cities in 
favor of higher food prices accompanied by modest cash 
subsidies for urban residents. China also announced a major 
shift in its economic development strategy toward export-led 
growth and increased reliance on foreign investment in coastal 
areas. Further reforms were implemented in the foreign trade 
and foreign exchange control systems, and the open coastal area 
was doubled. Hainan Island was declared China's largest special 
economic zone with the most liberal policy environment seen in 
China to date. In a major shift, China's leadership has 
recently announced its intention to implement a comprehensive 
package of market-oriented reforms including thoroughgoing 
price and wage reform and the elimination of commodity price 
subsidies. Movement on price reform implies strong gains in 
economic efficiency, but at the cost of higher inflation. 





China's new export-led growth strategy, and the further 
decentralization of foreign trade, exchange control, and 
investment approval authority could generate greater 
opportunities for U.S. businesses. U.S. raw materials and some 
equipment suppliers should be very competitive in light of the 
appreciation of the major Asian and European currencies. 
Nevertheless, serious obstacles remain to trade and investment 
including administrative controls over imports, restrictions on 
the use of foreign exchange, and an unpredictable legal and 
regulatory environment for foreign investment. 


CURRENT ECONOMIC SITUATION AND TRENDS 
GNP and Industrial Output: Growth Exceeds Targets 


The pace of economic activity picked up in 1987. GNP reached 
1.092 trillion current yuan--an inflation adjusted 9.4 percent 
increase over 1986. National income was up 9.3 percent in real 
terms to 915.3 billion current yuan. Rapid GNP growth was 
fueled primarily by a high industrial growth rate. The gross 
value of industrial output (GVIO) was up 16.5 percent in real 
terms--more than double the planned growth of 7 percent. 

Pacing industrial growth once again was a buoyant collective 
sector and a small but growing private sector. Inflation 
adjusted output of the smaller collective and private sectors 
were up 25 and 48 percent, respectively, while that of the 
dominant state sector industries grew only ll percent. Output 
of foreign joint ventures jumped an impressive 98 percent. The 
growth of light and heavy industrial output remained relatively 
balanced at 16.8 percent and 16 percent, respectively. After 
slowing somewhat in the fourth quarter of 1987, the industrial 
growth rate surged again to hit 16.7 percent in the first 
quarter of 1988. 


Enterprise Efficiency Up 


Continuing a trend which began in the fourth quarter of 1986, 
enterprise efficiency improved in 1987. Average productivity 
of industrial workers rose 7.6 percent against a 4 percent 
increase in 1986. State sector enterprise profits and tax 
payments were up 9.9 percent against a 0.2 percent increase in 
1986. The enterprise contract management system, now 
implemented in 82 percent of China's state industrial 
enterprises, may be partly responsible for this trend, but it 
mostly reflected recovery of industrial output as enterprises 
rebounded from the dislocations of early 1986. Perhaps 
reflecting tightened credit conditions and continuing problems 
in the energy sector, productivity growth slowed in the fourth 
quarter of 1987, although it picked up again to a 7.5 percent 
annual rate in the first quarter of 1988. 





Energy, Transportation, and Raw Materials Bottlenecks 


Growth in the energy, transportation, and raw materials sectors 
lagged overall industrial growth and these sectors continued to 
constitute major bottlenecks to economic growth. Coal 
production rose only 2.9 percent to 920 million metric tons in 
1987 and crude oil output was up just 2.6 percent to 134 million 
metric tons. (Coal and petroleum account for over 90 percent 
of total commercial energy production in China.) Electricity 
generation capacity increased 8.1 million kw and output was up 
10.3 percent to 496 billion kwh last year, however. Since 
China depends mostly on coal and oil to fire its power plants, 
even assuming strong gains in generating efficiency, it is 
likely that coal stockpiles were further drawn down in 1987. 
Despite domestic shortages, China continued to export large 
amounts of crude oil and coal in 1987. Coal exports increased 
42 percent over 1986 to exceed 14 million tons, a trend likely 
to continue. Oil exports were down 4.5 percent from 1986 
levels to 27 million tons, in reaction to soft world market 
prices. In the first quarter of 1988, the volume of coal and 
oil exports both rose moderately. Recently, China's new Energy 
Minister outlined a major shift in China's energy strategy 
toward increased reliance on nuclear power. Even under 
optimistic assumptions, however, nuclear power will make only a 
limited contribution to total energy output by the end of the 
century. 


Total transportation freight volume rose 9.2 percent to 

2.19 trillion ton-km with rail, highway, and water-borne 
freight volume rising 8.2 percent, 13.7 percent, and 

9.8 percent, respectively. Total port capacity rose only 

3.3 percent to 397 million tons, despite the fact that, 
together with rail transport, it was one of two priority areas 
in the 1987 state investment plan. Rail expansion projects are 
again on the list of critical investments for 1988, with 
emphasis on expanding coal hauling capacity. Output of 
critical raw materials like steel, iron ore, cement, and lumber 
also lagged behind the overall growth in industrial output. 
Iron and steel, nonferrous metals, and chemicals are priority 
sectors under the 1988 plan. Imports of steel and copper fell 
in the first quarter of 1988 while iron ore, lumber, and 
chemical imports increased, at increasing cost to the state 
budget. To control demand for energy, transportation, and raw 
materials, Beijing has announced that, in 1988, banks will 
refuse loans for out-of-plan investments for which supplies of 
these critical inputs are not available. 


Agriculture: Recovering But Problems Remain 


The gross value of agricultural output (GVAO) was up 4.7 percent 
in inflation adjusted terms, a solid improvement over the 

3.4 percent real growth registered in 1986 and above the 

4 percent target growth rate. At the same time, however, there 





were serious shortages of pork, eggs, vegetables, and sugar, 
the sales of which through state retail outlets had to be 
rationed in large numbers of cities. At 402 million tons, 
grain production was up only 2.8 percent over 1986. Although 
within the target range of 400-405 million tons, the harvest 
was still below the record of 407 million tons set in 1984. 
Grain production is targeted at 410 million tons in 1988. 
Chronic problems in agriculture can be traced to failure to 
raise prices paid to farmers and to underinvestment in 
agricultural infrastructure. Under the 1987 annual economic 
plan, state investment in agriculture was to increase nearly 

40 percent to 2.375 billion yuan, but actual 1987 investment in 
agricultural infrastructure accounted for only 3.4 percent of 
total state capital construction investment. Low contractual 
purchase prices for grain encouraged farmers to shift their 
efforts into rural industries, contributing to excessive growth 
in industrial output and placing strains on raw materials 
supplies. After several years of exporting grain, China once 
again turned to imports in 1987 to supplement domestic 
shortfalls. Net grain imports were up sharply in the first 
quarter of 1988. Recently, China announced that prices for 
pork, eggs, sugar, and vegetables charged by state run outlets 
would be raised to approximately the market price. Prices were 
hiked by as much as 60 percent, accompanied by compensatory 
cash subsidies to urban residents. 


Consumption and Investment: Better Controlled 


The 1987 annual economic plan targeted the growth of urban 
wages (including bonus payments) and peasant incomes at or 
below the rate of growth of productivity in the industrial and 
agricultural sectors, respectively. 


Furthermore, the 1987 plan stipulated that nominal investment 
demand would be held flat and capital construction investment 
cut 5 percent--both significant drops in real terms. By the 
second and third quarters of last year, urban wage growth in 
state sector enterprises had indeed been reduced to the rate of 
growth of industrial productivity, but a spurt in wages in the 
fourth quarter and a dip in productivity growth once again 
placed this long-pursued goal out of reach, as wages of state 
sector workers grew 9.3 percent while their productivity rose 
only 6.2 percent. Large worker bonuses, due in mid-1988 for 
fulfillment of production and profit targets under last year's 
enterprise management contracts, make it even less likely that 
1988 state sector wage growth can be held below the rate of 
growth of productivity. Data on collective sector wages and 
productivity are spotty, but indicate that productivity growth 
has comfortably exceeded wage increases since early 1986. This 
last fact and a campaign to discourage institutional 
consumption held the growth of inflation adjusted retail sales 
to 9.6 percent in 1987, roughly in line with the 9.4 percent 
increase in real GNP. Continuing administrative restrictions 





and taxes on "“extra-budgetary" investment in "nonproductive" 
projects also slowed growth of total fixed asset investment 
spending to 16.5 percent in 1987. After correcting for 
inflation, this represents an estimated 9.2 percent increase, 
although some analysts put the real increase as low as 

6 percent. In the first quarter of 1988, real investment by 
State sector enterprises showed no growth over the same period 
of 1987, and real retail sales increased approximately 

10 percent. 


Foreign Trade and the Current Account: Nearly in Balance 


As a result of a vigorous export drive and continuing efforts 
to control imports, demand from the foreign trade sector, while 
still small in relative terms, grew rapidly, as net imports 
fell sharply from $12 billion in 1986 to $3.7 billion in 1987 
(exports were $39.5 billion in 1987 and imports $43.2 billion). 
While China narrowed its trade deficit considerably, both 
imports and exports increased, and some categories of imports 
showed strong growth. Chinese customs data show imports led by 
heavy industrial goods (over half of the total) followed by 
light industrial products, petrochemical products, industrial 
raw materials, and food items. China's largest exports were 
textiles, apparel, and light industrial products (45 percent of 
the total) followed by heavy industrial goods, food items, 
fuels and minerals, industrial raw materials, and 
petrochemicals. Hong Kong/Macao surpassed Japan this year as 
China's largest trade partner, accounting for 27 percent of 
China's total two-way trade. Japan was second at 20 percent 
and the United States third at 9.5 percent. As measured by 
Chinese customs data, the United States took 7.7 percent of 
China's exports and supplied 11.1 percent of its imports. The 
U.S. trade surplus of $668 million calculated using Chinese 
statistics conflicts with a U.S. trade deficit according to 
U.S. Customs figures. Solid performance in merchandise trade 
combined with continued strong service income from tourism led 
to near balance in China's current account, which showed only a 
$310 million deficit in 1987. 


Capital Account--Foreign Investment, External Debt, and Reserves 


The total value of 1987 contractual foreign investment 
commitments was $3.68 billion--30 percent above last year's 
level. This brought 1987 year-end cumulative commitments to 
$21.96 billion. Excluding Hong Kong and Macao (at $14.26 
billion or 65 percent), the United States has accounted for the 
largest share of this at $3.04 billion or 13.8 percent, 
followed by Japan at $1.9 billion or 8.7 percent. Actual paid 
in investment was relatively flat last year at $1.9 billion, 
reflecting a slower pace of commitments in prior years. As 
policies to slow the growth of fixed asset investment began to 
take effect, borrowing demand, particularly for extra-budgetary 
investments by localities, was reduced. China prepaid some 





outstanding Japanese yen denominated obligations. Net borrowing 
for 1987 was only $2.9 billion, bringing total outstanding 
foreign debt to $27.4 billion. In 1987 China's estimated debt 
service ratio as a percent of exports was a relatively low 

6.3 percent. In recent years, China has relied increasingly on 
commercial sources for borrowing--principally, bond issues and 
syndicated bank loans, and all indications are that this trend 
will continue as greater use is made of U.S. and European credit 
markets. China's total year-end foreign exchange reserves hit 
their highest level since mid-1984 at $15.2 billion up by some 
$4.7 billion last year. Preliminary first quarter figures put 
foreign exchange reserves at over $16 billion. 


Government Budget Deficit 


China's official 1987 government budget deficit, calculated 
according to IMF methodology, was 17.1 billion yuan or 

1.6 percent of GNP, up slightly from the 16.7 billion yuan 
deficit reported in 1986 but well below the 20.4 billion yuan 
deficit budgeted for 1987. Greater enterprise tax and profit 
remissions were offset by increased food subsidies for urban 
residents and higher subsidy payments to cover enterprise 
losses. China's budget deficit was financed with 5.1 billion 
yuan worth of net foreign borrowing, net issuance of 4 billion 
yuan of domestic bonds by the Ministry of Finance, and 8 billion 
yuan of overdrafts from China's central bank, the People's Bank 
of China (PBOC). Chinese banking data indicate, however, that 


on a cash basis, net lending by the central bank to government 
financial departments increased approximately 15 billion yuan 
in 1987. This would put the 1987 deficit in the range of 

24 billion yuan or 2.2 percent of GNP. 


Monetary Policy 


Temporary administrative measures adopted by the PBOC in the 
fourth quarter of 1987 slowed year-end M-2 money supply growth 
to 23.4 percent over the same period of 1986. (M-2 is a broad 
measure of money supply comprising currency in circulation and 
the demand and time deposits of households, enterprises, and 
official institutions and organizations.) These measures 
included raising the state specialized bank reserve requirement 
on deposits from 10 to 12 percent, increasing the PBOC 
relending rate to specialized banks from 6.48 to 7.2 percent, 
and recentralizing a large amount of the deposits of rural 
credit cooperatives. Total outstanding loans increased 

20.2 percent and cash in circulation grew 19.4 percent in 
1987. While still high, these growth rates were well below 
expectations, given the high growth rates seen over the first 
three quarters. Individual savings continued to grow rapidly, 
however, up 37.2 percent in 1987 and, as noted above, lending 
to the budget increased. As individual savings have few 
restrictions placed on them, their continued growth represents 
a serious inflationary threat. Moreover, preliminary 
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indications in the first quarter of 1988 are that monetary 
policy was again loosened, allowing high credit growth to 
resume. 


Inflation Accelerating 


Pressures from the foreign trade sector, China's budget deficit, 
and excessive money and credit growth led to a resurgence of 
inflation. After slowing to less than a 5 percent annual 
increase in the second quarter of 1986, the market price index 
rose steadily, until at the end of 1987, it was rising at a 

19.6 percent annual rate. Prices for food items, which account 
for over 50 percent of the average urban household budget, rose 
even more rapidly. In the first quarter of 1988, food and 
vegetable prices in China's large and medium-sized cities were 
up 24.2 and 48.7 percent, respectively, over the same period of 
1987. The benchmark nationwide retail price index, which 
includes many items sold at state-fixed prices, was rising at 
an 11 percent annual rate in the first quarter of 1988. The 
State Statistical Bureau (SSB) reported that real per capita 
income in urban areas rose only 1.7 percent in 1987 as against a 
5.3 percent increase in the countryside. According to the SSB, 
21 percent of urban households experienced a decline in their 
real income, while about 10 percent, with no savings or 
discretionary income to cushion the inflationary pressure, 
suffered declining living standards. 


Economic Prospects for 1988 


The 1988 state economic plan calls for an increase of 

7.5 percent in real GNP, 8 percent for industrial output, and 

4 percent for agricultural output. Given present growth rates, 
Embassy believes real GNP will grow at 10 percent, industrial 
output 17 percent and agricultural output 5 percent. 
Productivity growth should increase slightly as the industrial 
growth rate rises. Annual grain production is targeted to 
reach 410 million tons and this may be attainable if grain 
purchase prices are raised this year. The plan calls for 
investment demand to be reduced 6.2 percent in nominal terms to 
330 billion yuan, which implies a substantial real decline, 
assuming a positive inflation rate. Over half of budgeted 
government investment allocations and loans will go to support 
energy and transportation projects. Given the impact of 
economic decentralization, however, it is unlikely that the 
central government will be able to hold investment to zero real 
growth let alone zero nominal growth. Real retail sales will 
likely continue to grow by roughly 10 percent annually in 

1988. The pace of export growth will likely slow somewhat this 
year to around 15 percent, although we expect solid growth in 
light manufactured exports as new foreign trade reforms take 
effect. Growth of raw materials exports should be down, 
reflecting increasing domestic shortages. Imports are 
projected to rise this year by as much as 25 percent, as China 
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seeks to alleviate these domestic supply shortages and expand 
productive capacity of export industries. Foreign investment 
commitments are projected to increase 25 percent in response to 
expected future improvements in the investment climate, and 
paid-in investment should pick up as well. (First quarter 1988 
commitments were up 40 percent over a year earlier.) Net 
borrowing should increase slightly over 1987 levels, reflecting 
the projected deterioration in the current account, although 
continued restraint on investment demand and an adequate level 
of reserves should reduce pressure to borrow somewhat. The debt 
service ratio will likely rise, however, as scheduled repayment 
obligations on outstanding loans increase. We expect foreign 
exchange reserves to increase slightly to over $16 billion. 


China's 1988 budget deficit is officially projected to rise to 
21 billion yuan mostly due to a surge in projected subsidy 
payments and increased spending on education, health, and 
culture and on agriculture. Assuming the planned growth rate 
of 7.5 percent for real GNP and a highly optimistic 6 percent 
inflation rate, the officially projected deficit would be in 
the range of 1.7 percent of GNP. Given present trends, however, 
believe a figure of 2.3 percent of GNP to be more realistic. 
This estimate incorporates both projections of higher nominal 
GNP growth and higher deficits. Despite frequent exhortations 
to control financial aggregates, the M-2 money stock will 
likely continue to increase at least 25 percent annually, as 
China's central bank will likely try to accommodate the cost 
push inflation caused by adjusting prices of agricultural 
products, raw materials, and consumer goods. Inflation, as 
measured by the benchmark retail price index, should hit at 
least 15 percent in 1988, reflecting both the impact of price 
adjustments and excess credit creation over the past year. 
Market prices will likely rise at a much higher rate. 
Continuing high inflation makes it likely that the official 
renminbi exchange rate of 3.71 yuan/$Y will be devalued 
somewhat during 1988, although the recent establishment of 
foreign exchange adjustment centers (Swap markets) for informal 
but officially sanctioned trading of foreign exchange at 


market-related rates (now about 6 yuan/$Y) may delay this 
adjustment. 


Economic Reform in 1987 and Future Prospects 


Last year started out on a down note for the economic reform 
program. Dissatisfaction over Hu Yaobang's handling of 
late-1986 student demonstrations contributed to his ouster as 
Communist Party General Secretary in early 1987 and led toa 
short-lived campaign to oppose “bourgeoise liberalization." 
While existing economic reforms were not directly challenged, 
the ensuing political chill put many of the more innovative 
reform experiments on hold. At the same time, growing concern 
over inflation led to a cautious approach on price reform. 


Prices of many out-of-plan raw and intermediate materials were 
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recontrolled and rationing was instituted on some food and 
consumer items sold in state-owned outlets in major cities. 
Other controversial reform experiments were delayed or 
curtailed, with emphasis placed instead on microeconomic 
management reforms and efforts to reform China's 
enterprise-based welfare system. 


The Thirteenth National Congress of the Communist Party, held 
in October, proved to be a major turning point, however, by 
providing strong ideological justification for further 
market-oriented economic reforms. Party Congress delegates 
endorsed such previously controversial concepts as 
privately-owned enterprises (employing more than eight people) 
and the sale and leasing of state-owned enterprises and land 
rights during what was called the "primary stage of socialism" 
in China. A younger and more pragmatic leadership lineup was 
also installed. Encouraged by the results of the Party 
Congress, former Premier and newly elected Communist Party 
General Secretary Zhao Ziyang announced, in January 1988, a new 
export-led development strategy aimed at integrating China's 
coastal areas into the world economy through international 
trade and investment. A further decentralization of China's 
foreign trade system was announced in March 1988, with a 
substantial reduction in the scope of the state command export 
plan and a loosening of restrictions on the spending of foreign 
exchange. Henceforth, Chinese enterprises will be able to 
trade their retained foreign exchange through adjustment 
centers at market-determined rates. Hainan Island has been 
declared a Special Economic Zone (SEZ) with the most liberal 
policy environment seen in China to date and the open coastal 
area was roughly doubled. 


At the apparent insistence of paramount leader Deng Xiaoping, 
China's leadership has recently announced that it intends to 
implement a comprehensive package of market-oriented reforms 
including a thoroughgoing reform of the existing price and wage 
systems and elimination of commodity price subsidies. Prices 
of meat, eggs, sugar, and vegetables have already been raised 
to market levels, accompanied by modest cash subsidies to urban 
residents. Over the next few years, we expect to see the 
prices of grain, energy, raw materials and manufactured goods 
adjusted in steps and then released to the market. Such steps 
imply both strong gains in economic efficiency and higher 
inflation. Though requiring politically sensitive restrictions 
on local governments' power, major changes to the fiscal and 
monetary systems will likely accompany price reforms to ensure 
sufficient macroeconomic control. 
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IMPLICATIONS FOR THE UNITED STATES 
1987 U.S.-China Trade A Best Prospects 


U.S. Customs data on China's exports to and imports from the 
United States, show a U.S. deficit of $3.4 billion in 1987, up 
from the $2.1 billion deficit reported in 1986. (The 
discrepancy with Chinese bilateral trade statistics, which show 
a U.S. trade surplus, lies in the differing classification of 
Chinese exports transshipped through Hong Kong.) According to 
U.S. data, U.S.-China two-way trade increased 25 percent to 
$10.4 billion in 1987, making China the 13th largest U.S. 
trading partner (up from 15th place last year). U.S. imports 
from China were up 32 percent to $6.9 billion and exports to 
China, reversing 1986's decline, rose 12 percent to 

$3.5 billion. The United States took 16.3 percent of China's 
exports in 1987 (up marginally from 15.7 percent in 1986) and 
supplied 8.8 percent of China's imports (up from 7.8 percent in 
1986). Reflecting the realignment of the world's major 
currencies, we expect U.S. exports to China to increase by as 
much as 50 percent in 1988, while U.S. imports from China 
should increase by roughly 20 percent. Under these projections, 
the U.S. share of China's imports would rise to 10.9 percent 
while the U.S. share of China's exports would remain flat at 
16.2 percent. 


Although declining 13 percent in value terms over 1986 
levels, machinery and transportation equipment were still the 
most important U.S. exports to China at $1.490 billion. 
Following that were chemicals, fertilizers, and synthetic 
rubber/resins/plastics ($747 million); commercial aircraft 
and aircraft parts ($477 million); agricultural items 

($370 million); scientific control instruments ($169 million); 
computers ($152 million); and power generating machinery 
($128 million). Textiles and apparel topped the list of U.S. 
imports from China, increasing 15 percent in value terms over 
1986 to $2.75 billion. This was followed by light industrial 
products (travel goods, handbags, footwear, toys, games, and 
sporting goods) at $1.26 billion, crude oil and petroleum 
products ($567 million), food items ($238 million), metal 
manufactures ($160 million), art and antiques ($127 million), 
and nonferrous metals ($104 million). 


Preliminary U.S. data for the first 4 months of 1988 show the 
trade deficit with China decreasing slightly as both exports 
and imports were up strongly. China's major needs and 
purchases during the next 1 to 2 years will be in commercial 
aircraft and parts, fertilizer, wheat, chemicals and 
petrochemicals, power generating machinery, pollution control 
equipment, process control instruments, raw material extraction 
equipment, and telecommunications equipment. U.S. imports of 
crude petroleum; metal manufactures; nonferrous metals; travel 
goods and handbags; footwear; and toys, games, and sporting 
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goods should continue to increase. We expect the value of 
imports of clothing and accessories to rise as quality of 
production improves, although imports actually fell in the 


first 4 months of 1988, as compared with the same period in 
1987. 


U.S. Investment in China 


U.S. firms in China have licensing, technology transfer, equity 
joint venture, and coproduction agreements. Chinese Government 
estimates for year-end 1987 show 407 U.S.-China joint ventures 
in China, totaling $2.1 billion in pledged American investment. 
U.S. offshore oil development has pledged another $940 million. 
Total U.S. investment commitments are projected to increase 
approximately 30 percent in 1988. The United States has a 
bilateral tax treaty with China, but negotiations on a bilateral 
investment treaty have been stalled over Chinese unwillingness 
to provide meaningful guarantees for U.S. investors. 


China's Business and Investment Climate: Prospects and Problems 


China's new export-led growth strategy, and its increasing 
decentralization of foreign trade, exchange control, investment 
approval, and to a lesser extent borrowing authority have 
profound implications for U.S. trade and investment. These 
policies could generate greater export opportunities for U.S. 
businesses supplying raw materials and some kinds of productive 
equipment to China's expanding export industries. U.S. 
suppliers should be very competitive in light of the 
appreciation of the major Asian and European currencies against 
the renminbi. (At present, the renminbi is effectively pegged 
to the U.S. dollar.) The investment climate should also 
continue to improve gradually, as China seeks to attract 
greater levels of export-oriented investment into the coastal 
areas. 


Nevertheless, serious obstacles remain to both trade and 
investment. China has put in place a complex system of market 
and administrative controls which restrict foreign firms' 
access to the domestic market. Market controls include tariffs 
and import regulatory taxes; administrative controls include 
import and export licensing, import substitution regulations, 
and foreign exchange restrictions. During 1987 and early 1988, 
with the exception of foreign exchange controls which have been 
relaxed somewhat, import restrictions have been tightened 
further. China also restricts foreign activities in service 
businesses, including shipping, insurance, banking, accounting, 
and legal services. This year, China is considering a plan 
which would allow foreign insurance companies and banks to 
compete to provide services to joint ventures operating in the 
new Hainan Island Special Economic Zone, and foreign banks will 
be permitted to make some domestic currency loans to joint 
ventures on an experimental basis, but real opportunities 
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remain limited. While progress has been made in establishing a 


regime for the protection of intellectual property, a number 
of deficiencies remain. 


China's foreign investment climate has improved, but foreign 
exchange shortages and restricted access to the domestic market 
remain major impediments. From time to time, serious disputes 
also arise on a broad range of operational issues, including 
customs duties, labor practices, and export quotas. China's 
imperfect and often arbitrary legal and regulatory regimes pose 
a constant challenge to foreign investors. Hopefully, further 
progress can be made on all of these issues, particularly as 
China has applied to participate in the General Agreement on 
Tariffs and Trade (GATT) and seeks to conclude bilateral 
investment treaties with its major trade and investment 
partners. 


On the Chinese side, there are commercial complaints as 
well. These generally revolve around access to U.S. 
markets--particularly with respect to textiles--and 
restrictions on the export of higher level technology to 
China. A recently signed textile agreement promises more 
orderly growth, albeit at lower rates, in China's textile 
export trade with the United States over the next 4 years. 
With respect to technology transfer, both the United States 
and China hope that current problems can be resolved 


expeditiously so that further liberalization can continue. 


U.S. Government Trade Promotion 


The U.S. Government offers direct assistance to U.S. firms 
through the U.S. Export-Import Bank (Eximbank), which provides 
favorable financing for U.S. exports. In addition, the U.S. 
Trade and Development Program (TDP) funds feasibility studies 
which give U.S. firms entry to Chinese projects. The Overseas 
Private Investment Corporation (OPIC) offers certain types of 
political risk insurance to U.S. investors in China. The U.S. 
Commerce Department promotes participation by U.S. companies in 
China's priority industrial projects with trade missions and 
fairs organized under the auspices of the bilateral Accord for 
Industrial and Technological Cooperation. Eximbank, TDP, OPIC, 
and the Commerce Department have all been actively exploring 
ways to expand their China programs to offer greater services 
to U.S. businesses. U.S. vendors have good prospects for World 
Bank and other multilateral development bank financed projects, 
if they obtain timely project details and bid actively. There 
are U.S. commercial officers at the Embassy in Beijing (Tel: 
532-3831; Tlx: 22701) and the Consulates General in Shanghai 
(Tel: 332492; Tlx: 33383), Guangzhou (Tel: 677842; Tlx: 44888), 
Shenyang (Tel: 290035; T1x: 80011) and Chengdu (Tel: 24481; 
Tlx: 60128). Agricultural officers are located at the Embassy 
and in Guangzhou. 








